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Planning an Audit of an Industrial Company
By C. Cullen Roberts
Strictly speaking there is no such thing as a standard audit,
by which it is meant that each audit should be conducted in accord
ance with the conditions obtaining in the company during the
period under review. It is for this reason that an inflexible
programme of work to be done cannot be followed safely even
for a regularly recurring audit; and to attempt the conduct of
every one by a rule-of-thumb method would end only in disaster.
Every audit, therefore, should be taken up in the light of new
work, whether it be one never undertaken before or one in the
nature of a periodical renewal. There are, of course, certain
fundamental laws which must be applied in all instances, but the
manner of application is largely a matter for individual judg
ment. Thus, while all accountants may reach the same con
clusions in a given case, each will have followed his own plan of
action based on the exigencies of that particular case as he saw
them.
It is evident that if an accountant fails to plan his work in
advance and trusts to chance to develop the respective issues as
the audit progresses, he places himself in a position analogous to
that of a traveler who would start on a journey without first
ascertaining the direction in which his destination lay. No matter
how excellent the execution may have been on individual sections
of the work, it will have been lost if it is learned only at the last
minute that one absolutely essential feature could not be accom
plished. It may be said that the ultimate success of the account
ant’s work depends almost entirely upon the plan of action he
follows in the conduct of his audits, and, accordingly, he should
outline a definite plan at the commencement of each one. Its
provisions should cause the issues of the work to be developed
clearly and in proper time so as to permit of their being disposed
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of in the sequence of their importance. It should provide also,
not only for complying with the client’s wishes, but also for
meeting the requirements of others who may be affected directly
through the audit report—for instance, bankers (when not the
client) who may use the audited accounts for credit purposes—
and for discharging adequately the accountant’s own responsi
bilities while keeping the volume of work within reasonable
limits.
The assistant-in-charge upon receiving an assignment from the
accountant should be sure first that he understands exactly what
it is the client wants. This is not always as simple as it may
sound, for quite often the client either is not clear on that point
himself or, through the use of descriptive phrases having tech
nical meanings different from what they are intended to convey,
fails to state his wishes correctly. In order that he may be able
to interpret the client’s instructions correctly and to determine
the client’s requirements intelligently, it is absolutely essential for
the assistant-in-charge to understand clearly the difference between
the respective classifications of the accountant’s work, the scope
of each and the purposes for which they are undertaken usually.
Accordingly, it is desirable to review the classifications briefly,
which may be done as follows:
1. Financial or balance-sheet audit
Embraces a verification of the assets and liabilities, and
an examination of the surplus account and the profit-and-loss
account for the period under audit. This class is adopted
when the primary purpose of the audit is for the accountant
to ascertain the financial position of the company, and it is
sufficient usually to enable him to certify to the correctness
of the accounts, and to write a detailed report, if one is
required, regarding the profits and the financial position. In
cases where the audit is made for credit purposes, for the
sale of the business, and so forth, the same general scheme of
verification may be followed, with probably more attention
given to the manner of doing business and to any special
features than would be required in a regular annual audit.
The amount of detail checking to be done in this class
of work depends almost altogether upon the adequacy of the
internal audit afforded by the systems of organization and
accounting. Inasmuch as a financial audit is conducted along
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the lines of comprehensive tests, it may not be adequate in
cases where detection of embezzlement, etc., is intended; neither
may it be sufficiently thorough in the examination of the
accounting and cost systems where new ones are to be devised
and installed.

2. Cash audit
Embraces a complete check of all cash transactions during
any one period. While, as its name implies, the principal
effort is made in vouching cash disbursements and accounting
for all cash receipts, it also involves a careful scrutiny of all
journal entries, and the ascertainment that all postings and
footings have been made accurately and correctly. The cash
audit methods are used in such cases as where embezzlement
is either to be prevented or detected; when payroll and
stores disbursements are to be verified in detail; and gen
erally where the method of internal audit, if any exists, by
the company itself does not provide adequately reasonable
assurances that the detail work in the accounting and cashier’s
departments is carried out correctly.

3. System work
This class of work embraces a more or less exhaustive
study of the methods of doing business and seeing whether
or not the scheme of administrative organization and the
systems of financial and cost accounting are adequate and
suitable therefor. It naturally involves the drafting of forms,
and the writing of detailed instructions as to their use as well
as reporting on the conditions which are found to obtain. The
general accounting procedures in all of the departments of
the enterprise may be taken into consideration; and the
technical capabilities of officers and employees, in so far as
they relate to accounting duties, are to be observed. No
verification of assets and liabilities, no vouching of disburse
ments or other similar auditing routine is involved in system
work, except so far as it may be desirable to cite instances in
support of adverse criticisms of existing conditions.
4. Special investigations
Special investigations cover all work not falling within
the three classifications outlined above. In them would be
included on the one hand such work as an expression of opinion
based upon a given set of facts accepted without verification
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of any sort and, on the other hand, such audits as necessitate
the most exhaustive checking of detail. They include the
verification of only one feature of the accounts such as, for
instance, the preparation of federal-tax returns, or, again,
they may call for the audit of all the accounts.
It should be borne in mind that certified accounts with the
accountant’s certificate appended are published widely as a general
rule, but that the detailed report regarding a financial audit may
be distributed only to the board of directors and chief executive
officers. Usually the report on a cash audit is of a strictly confi
dential nature, and is furnished only for the use of the client and
his designated representatives; and, accordingly, it is published
only when some public interest is affected, as in the case of a
municipal audit or the verification of funds raised by popular
subscription. System reports are read ordinarily by all the
officers of a company whose departments are affected; and special
investigation reports are distributed only in accordance with the
expressed wishes of the client.
From these brief descriptions of the four classifications into
which the accountant’s work may be grouped, it is seen that while
the same routine checking of certain features forms an essential
part of all audits, they differ substantially from each other in the
volume of detail work to be done, and that the principal difference
between them lies in the purposes for which the work in the
respective groups is undertaken. An assistant may become con
fused in planning a financial audit because to bring it to a suc
cessful conclusion a certain amount of detail checking of the cash
transactions must be made, and the accounting systems must be
examined. Therefore, great care must be exercised to keep the
work within the limits of the classification to which it belongs,
for while a client may be content, so long as the final result is
satisfactory, to allow the accountant freedom in deciding what is
essential to the proper discharge of his responsibilities, he will
complain if the routine work of the office is interfered with
unnecessarily and if the fee charged is disproportionately large
compared with the size of the company.

Inasmuch as the financial audit has a wider general scope,
perhaps, than the others, and under certain conditions, as pointed
out, may even take the appearance of a cash audit by reason of
the volume of detail checking that is necessary to be done, the
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suggestions offered in this memorandum regarding the formu
lation of a plan of action will deal principally with this classifica
tion. However, with modifications to suit particular circum
stances, these suggestions will be applicable to all classifications
of work.
It has been said that the assistant-in-charge should first ascer
tain what the client’s wishes are. In order to accomplish this he
should be sure to obtain all the information which his principal
may have regarding them. He should not be satisfied merely
with the oral instructions which may be given vaguely enough
for one reason or another, but should obtain the correspondence
file, if there is one, to read for himself before leaving the office
any letters and memoranda relating to the work about to be taken
up. He should look up the public history of the company as
published in Poor’s or Moody’s Manuals or any other similar
publication, obtaining therefrom an idea as to the size of the
enterprise; the location of its plants; the plan of executive organi
zation; the personnel of the board of directors and the names
and titles of the principal officers; whether or not its accounts
for the preceding year have been audited and by whom; and a
resume of its financial structure. The assistant should also inquire
whether the firm has ever done the work before; and, if so,
should secure the permanent file, working papers, report and
certificate, and, incidentally, ascertain the total number of hours
spent in doing the work. A careful perusal of these letters and
records often will indicate the probable purpose of the audit
which more than anything else will serve as a guide to what the
client wants; and, in the event of a recurrent audit, it will also
acquaint the assistant-in-charge with the important issues that
have been encountered during the conduct of previous audits and
with their disposition, as well as giving him a general idea as to
the length of time it probably will require to complete. Should
any matters appear in the files which are not understood by the
assistant-in-charge, he should discuss them with his principal
before meeting the client.

It occurs sometimes that little information is contained in the
files, and there is not a public record available, while the account
ant may have been requested merely to arrange to do “some audit
work” without having had the opportunity of ascertaining either
its character or purpose. In such cases, it is necessary for the
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assistant-in-charge to interview the client immediately upon arrival
at the latter’s office for the purpose of learning precisely what is
wanted. He must decide at that time whether the work is of a
character that his principal would either decline to accept or defer
starting; whether its accomplishment is practicable; whether there
are reasonable grounds for believing the fee may prove to be
uncollectible. In fact, this last-mentioned feature may be con
sidered very properly in all work.
After presenting his credentials to the client and introducing
his juniors (if any accompany him), the assistant-in-charge, in
case reasonably adequate information was obtained at the
accountant’s office, should confirm his understanding of the
instructions and of the purposes to which the audit report may be
put. If the client’s instructions have been misunderstood, the
assistant should communicate immediately with his principal so
that, if desirable, a change in arrangements may be made with a
minimum loss of time.
After securing suitable space in which to work and meeting
the chief accounting officers, he should put his juniors to work,
temporarily at least, upon probably some purely routine matters,
such as footing inventories or copying general ledger trial
balances. Then he should obtain a list of the subsidiary com
panies and branches, if there are any, and a copy of the latest
financial reports rendered to the head office by each one. The
general scheme of accounting control which the head office main
tains over the subsidiaries and branches should be ascertained;
and, unless their books and accounts are kept at the head office,
arrangements should be made for their audit. When the account
ant’s representatives who will attend to these audits are instructed
as to exactly what is wanted, they should be furnished with a
transcript of the inter-company and branch accounts as shown
on the head-office books, and should be requested further to
reconcile the balances at the outset, thereby avoiding as far as
possible the danger of delay in this important feature.
In formulating a plan of action the sources from which
important issues may arise should be one of the first things to be
ascertained. The balance-sheets at the beginning and end of the
period and the profit and loss accounts for the current and pre
ceding fiscal periods as prepared by the company, drawn up in
comparative form, with the increases or decreases between periods
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inserted in a third column, will be found of great value for this
purpose, as well as showing the assistant the accounts he is called
upon to verify. From these comparative statements a schedule
should be prepared showing what funds became available during
the period and the manner of their disposition to indicate further
where the important issues may lie. These balance-sheets and
profit-and-loss accounts should then be checked to the trial
balances; and leading balance-sheet schedules may be prepared
advantageously showing the composition of each amount appear
ing thereon by using the titles of the accounts in the ledgers.
Aside from the value of disclosing the important issues, this
work has the added value of indicating the “manner of thinking”
by the company’s officers, and furthermore will familiarize the
assistant with the accounting terms in use by the company.
It is desirable at an early stage in formulating a plan of
action to secure copies of the company’s price lists and cata
logues, or, if they are not available, a list of fairly representative
products manufactured, together with a schedule of the terms
under which sales are made, of any guarantees regarding the
workmanship and against changes in prices, etc., which may be
given to customers, and of the regulations in regard to returns.
These lists will give the assistant-in-charge a general idea of the
company’s products, and, together with an analysis of the sales,
which probably the sales department, if none other, can furnish,
will indicate what kind of commodities may be expected in the
inventories. He may also see from them what particular articles
constitute side lines or supplements and are incidental merely to
the principal business, as well as those which the company con
siders with special favor. A comparison of these lists with those
in effect at the beginning of the period will disclose any price
changes during the period and should lead the assistant to watch
carefully for corresponding changes in costs, overhead expenses,
sales terms and other causes and effects of increased or decreased
sales prices. While it is not proposed to suggest methods here
by which the actual checking or auditing routine should be carried
out, it will not be amiss to mention that these price lists and
schedules will be found of great benefit later when the actual
work on inventories, accounts receivable, contingent liabilities,
deferred charges, sales and cost of sales, etc., is undertaken.
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If it is at all practicable to do so, the assistant-in-charge,
accompanied by the junior whom he will assign to work on the
inventories, should make a trip through the factory as soon after
commencing the audit as possible. This trip should not be under
taken as a sight-seeing expedition for the purpose of satisfying
idle curiosity, but as a serious feature of the audit made with a
view to becoming more familiar with the accounts through the
privilege of having seen the factory procedures than would be
possible otherwise. The assistant should request for an escort
someone with a thorough knowledge, not only of the manu
facturing processes, but also of the cost accounts; and it is a good
plan for him to take a small memorandum book with him so that
observations made and information obtained may be noted care
fully therein for future reference. Starting at the receiving
room, the trip should proceed through each department in the
sequence of the manufacturing processes as nearly as possible,
ending at the shipping room. While on the trip, the assistant
should observe carefully the accounting conditions, especially in
the stores and stockrooms, time-keeping department, receiving
room and shipping department. He should also ascertain what
cost data are maintained by either the foremen or factory clerks,
and the methods by which they are reported to the cost depart
ment. He should note the manner in which the materials and
products are stored, whether or not they are protected by means
of physical barriers from indiscriminate handling, etc. Care
should be exercised to observe whether or not any old machinery,
spare parts for plant or obsolete stocks are stored in the store
rooms and bins so that when drawing up a detail programme
for the verification of the inventories these conditions will not
be overlooked. This information will also prove helpful in the
examination of the reserve for depreciation, of the repair accounts
and of the credits to the plant accounts. The apparent relative
importance of the respective processes from a cost viewpoint
should be noted, and explanations of the manufacturing processes
should be obtained in sufficient detail to enable the assistant to
verify the inventories intelligently. Although, of course, the
greatest benefit obtained from the trip will relate to the inven
tories, the assistant should also watch for new buildings, equip
ment, plant, etc., and by careful inquiry learn from his escort
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whether they represent additions to capital and increases in the
earning power of the plant or were only renewals.
It is a good scheme to include as a part of the formulation of
a plan of action the perusal of the minutes of the meetings of the
stockholders, board of directors and such committees as have
power to act, which have been held since the date of the last audit.
The matters that should be noted especially and of which careful
excerpts should be made are authorizations of financing plans, of
expenditures for capital additions and for other purposes, and of
the sale, abandonment or dismantling of plant; contracts for any
purpose; changes in the bylaws affecting the responsibilities of
officers; changes in the personnel of office; designation of officers
to sign cheques, contracts, notes, etc.; rates of salaries and com
missions fixed; authorized depositories for the company’s funds;
agencies from which loans may be obtained; declaration of divi
dends, and any other matters which either directly or indirectly
may affect the accounts and finances of the company. If the audit
is being undertaken for the first time, a copy of the articles of
incorporation and of the bylaws should be obtained, and relevant
excerpts thereof should be made for the accountant’s permanent
file.
The suggestions so far offered are intended chiefly to guide
the assistant-in-charge in obtaining a general view of the business,
its method of operating and its scheme of administrative organi
zation, which is essential before he undertakes the general
examination of the systems of financial and cost accounting. This
examination is one of the most important features of the audit,
but for the purpose of the plan it may be limited chiefly to
principles rather than to the execution of the details as the latter
can be ascertained when the actual verifications are made. The
purpose of the examination at this stage of the work is to enable
the assistant-in-charge to reach conclusions as to the extent to
which it will be necessary to check the details of the accounts in
order to discharge his responsibilities. If the audit in hand is in
the nature of a renewal, it will only be necessary to note what
changes in organization and system have been instituted since the
last audit, and whether they conform to sound practice or not.

The following examples serve to indicate the general scope of
examination of accounting systems.
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Careful note should be made of the internal checks existing to
prevent the misappropriation of funds by high officers as well as
by junior clerks; the understatement of liabilities (a) by with
holding invoices and records of loans, etc., (b) by holding cheques
in the treasurer’s department after they have been recorded as
being disbursed; the writing off of accounts receivable as uncol
lectible without proper authority, and the making of unauthorized
disbursements. The dates when physical inventories were taken
should be ascertained, and the methods used in taking them
should be investigated thoroughly to see that the danger of dupli
cation and other errors in count has been reduced to a minimum
and that the inventories were taken by or under the direct super
vision of responsible officers. If the inventories have not been
taken by count at a recent date, what reliance can be placed on
book records? Will it be necessary to qualify the certificate in
regard to the inventories ? When a physical inventory is available,
the methods followed in transcribing the quantities as shown by
the count to the inventory sheets should be examined carefully to
see whether an adequate check was obtained or not. The basis
of valuing the inventories and the sources from which the prices
were obtained should be ascertained. Inquiry should be made as
to whether the cost system forms a part of the general accounting
system or not and whether the officer in charge is responsible to
the chief accounting officer or not. If the two systems are inde
pendent of each other, what evidence is there that the costs rep
resent the actual expenditures ? If the cost system is based upon
specification costs, how are they compiled and by whom, and
how often are they compared with actual costs? The system by
which charges to capital accounts and to repair accounts are made
should be examined carefully. Inquiry should be made as to the
methods followed in approving invoices, etc., for payment, and
for distributing the charges over the accounts, and also as to the
manner of approving journal vouchers. Particular care should
be given to the manner in which the general ledger control accounts
are operated—that is, whether they actually control the under
lying ledgers or are mere summaries of the details with no
effective control. Inquiry should be made as to how and by whom
the credit limits of customers’ accounts are fixed, and who is
authorized to declare customers’ balances uncollectible and to have
them written off. Care should be taken to see if it is possible for
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shipments to be made to customers and to be charged to them
without being credited properly to the inventory. It is a good
plan to compile a list of the officers, department heads and senior
clerks who keep the records, and to indicate thereon briefly the
extent of their authority and the books and records which are
under their charge.
The assistant-in-charge should now assign the juniors to their
respective parts of the audit. In doing so he should be governed,
first, by the relative importance of the routine they will be
required to follow; secondly, by the technical capabilities of the
men; and, thirdly, by their respective personalities. He should
remember that he alone will be held strictly responsible for the
conduct of the audit, and that the juniors are expected only to
work under his direction. He should, therefore, be explicit in
his instructions and not allow the programme to be changed
except with his approval. A safe plan for him to follow is to
write the programme for each section of the work in detail,
stating exactly what routine work is to be done and how it is to
be done in each instance, and including rough sketches of the
form in which the relative schedules should be prepared. The
junior should be required to initial each detail of the programme
as he completes it; and the assistant-in-charge should watch
closely the progress made. Upon completion of the detail pro
gramme the assistant-in-charge, having made sure that all his
instructions have been complied with by reviewing carefully the
junior’s working papers, should sign it in approval and file it as
part of the working papers relative to the audit.
After writing the programme for the juniors, the assistant
in-charge should draw up a general programme or outline of
work to be done on the audit as a whole from the notes he has
made while formulating his plan of action. This programme,
with the notes, should be in a form that will serve as a guide not
only for himself during the conduct of the work, but also for
any one else, should it become necessary to recall him for any
reason during the course of the work. This general programme
should include an estimate of the number of hours which will
be required to complete each section of the audit. Should the
estimated total amount to an excessive number the assistant should
review the whole plan carefully to see if it is not possible to
reduce the volume of work in order to keep the fee within
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reasonable limits. Should it appear to be impracticable to reduce
the volume of work, the principal should be advised so that if
desirable a change in arrangements may be made. When the plan
of action has been decided, and the general programme has been
drawn up, a full report thereof should be sent to the accountant
in order that he may be advised as to the probable issues which
may be developed and the difficulties that may be encountered
during the work. During the course of the audit it probably
will be necessary, or desirable, to make changes in the general
programme, and these should be noted clearly thereon, while their
effect on the estimated time must not be overlooked.
Of course, if, during the preliminary study of conditions as out
lined, the assistant-in-charge finds that it will be either impossible
to comply with the client’s wishes or impracticable to do so without
an unreasonably large fee being incurred, he should discuss the
matter with the client without delay and then advise his principal
of all the circumstances. Furthermore, if it appears that the
certificate to the accounts will have to contain qualifications,
especially those of a serious character, the client, as well as the
accountant, should be informed of the fact as soon as the adverse
conditions are disclosed, so that any changes in the instructions
may be made before a great deal of work shall have been
performed.
The length of time which it will take the assistant-in-charge
to formulate a definite plan of action will, of course, depend upon
the size of the company; but it will be found that this time will
be more than made up during the audit by the efficiency gained in
working along clearly defined lines with a definite end in view.
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